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FOREWORD 


BuDra partly' lesponsible foi the pubhcation of this 
essay I welcome the opportimity of wTitmg a short 
mtroduction The author who is engaged m banking 
wrote the essay foi the puipose of giving precision to his 
oAvn views When I lead it, m manuscript I felt not only 
that the subject was important and topical hut also 
that many others would welcome an opportunity of 
leading so clear and concise a statement of the issues that 
it raises and of examining the constructive proposal 
submitted by the author I therefore persuaded him to 
pubhsh the essay 

The net effect of the financial crisis of 1931 has been to 
enhance rather than mjuxe the prestige of this countrj’ 
The Biitish bankmg system is still admired — indeed 
envied — other countries not least in the Umted States 
of Amenoa Among lecent achievements it has enabled 
other financial institutions to beai the strain imposed bv 
the Central European crisis that preceded our own crisis' 
But the financial system is neither complete noi perfect 
ivitlun its present sphere Post-war experience has levealed 
one important defect the uiaduneiy for providmg long- 
term capital for mdustnes that aie still developing is 
seiiously madequate 

Dunng the past three years the available supply of 
capital has exceeded the effective demand to an em- 
baiiassmg extent Deposits m trustee savings banks and 
in post office savmgs departments, together with mvest- 
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ments in national savings certificates, have brought large 
sums annually within the control of the Government, 
which IS under obhgation to pay rates of interest far 
exceeding the current rate at which it can obtain short- 
term loans B mlding societies receive (or are offered) 
money from depositors and shareholders on a scale far 
greater than the scale of demands of borrowers Joint- 
stock banks accumulate deposits more rapidly than is 
needed to meet the requirements of approved borrowers 

The failure of economic society to utilise current 
savmgs fully is due to a combmation of circumstances 
But there must be a considerable latent demand for 
investment capital among those who cannot make use 
of the existing machinery I refer not to the demands of 
large orgamsations in “ rationahsed ” industnes, which 
are provided for in the existing system, but to the 
numerous small demands of new or relatively small 
business enterprises in which development is retarded 
by lack of capital 

The creation of a National Investment Board has been 
advocated, partly to meet this need Mr Hooper submits 
an alternative proposal Whether readers accept or reject 
that proposal they will at least agree that the problem 
exammed by the author is both important and uigent, 
and that the value of this book is not to be measured by 
its length 

J Haruv JoifES 

Umversity of Leeds, 

Jamtmy, 1936 



AUTHOR’S NOTE 


The T»’nter feds he must at once warn the economic 
student that, m presenting this very small work on a very 
large subject, he does not pretend to ofier hiTu a treatise 
possessmg the slightest commercial utihty The text- 
book value of this essay must, mdeed, be almost negligible, 
for he lays no claim to any first-hand expenence of the 
higher finance But, lest the reader should wish to credit 
him with a becoming modesty, he hastens to declare his 
opmion that, for an imaginative exercise m applied 
economics — ^which is really what he has to offer — such 
expenence is not altogether indispensable, so long as the 
reported expenence, which must serve most of us for 


knowledge, be sufficient, rehable and carefully digested 
The expert will form his own conclusions about the degree 
in which the writer s knowledge satisfies those require- 
ments The wnter will, indeed, value very highly any 
onticism or suggestion the expert is generous enough to 
offer him out of the noh store of his expenence Un- 
fortunately the vested mterest of the practitioner often 
^bits hnn from the contemplation of his craft m that 
detached scientific spmt whidi is assumed so easily by 
the presumptuous and irresponsible amateur Yet that 
spmt mspirmg the hi^y skilled banker or finanmaT- 
ffim into the company of the lordly ones of a worthy craft 
m scientific spmt is probably the most precious thing m 

tomotoTOdd md there to b, plenty Sm 
to It m the mportot htlle wld of the aty ot Loodoii 

aero » BO why the finanMel argeroition should 

te.re^„hoh.t„ah„ortmdeeeat1,ieoo«oS 

SZlta Ptot of that 

oigamsation as the London capital market i The wnter 
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will venture the opinion that there is consideiable need 
for such a work, but it ivill not be forthcoming while we 
continue to regard finance as an “ art ” (meaning that 
we prefer to teU practically nothing about it) He cannot 
of course, claim to have made any serious scientific 
contribution to the subject m this httle book It will, 
however, fulfil its purpose if it provokes refiection and 
cnticism among students or those mvolved, m however 
modest a way, m the running of some part of the great 
financial machine That purpose must provide his excuse 
for stepping in where the angels have feared to tread 

Jamtarij 1936 

NOTH] The authoi le mdebled to the CoturoUet of H M Stattomiji 
OjfM foi perimwon to teprodnee vanouo extracts from tM 
Iteporl of the Committee on Ji'tnance and Industry, 1931 
{Omd 3897) 
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The Domestic Capital Market — ^Delimitation of 
THE Region of Inquiry 

(1) In eveiy advanced economic system oigamsation 
of the exchange of its prmcipal commodities m markets 
IS characteristic The functions of the market are two- 
fold it serves as a common rallying point for available 
supply and effective demand and fixes a price at which 
these forces are brought into eqmhbrmm The capital 
market — ^the term is used m its broadest sense — exercises 
the same functions as any other maiket , and m common 
with any other market can be considered either as the 
orgamsation of supply to meet the demand or as the means 
wheieby demand is adjusted to the supply While neithei 
viev of the market can ignore the opposite view it is 
possible to concentrate exammation upon one side or the 
other , and in this essay it is to the side of supply that 
inquiry will be directed 

(2) The Enghsh capital market embraces in a single 
term a great vanety of agents for the supply of capital 
operatmg throughout the entire field of the countrj's 
industry It is, therefore, the more necessary to preface 
this inqmry by de limiting m that imm ense field the 
particular nairow area with which we shall be concerned 
while at the same time defining as fai as possible the 
position of the pait within the whole But before qmtting 
the biief statement of theoretical premise necessary for a 
sound approach to more practical considerations it may 
be advisable to describe very shortly the pecuhar functions 
of the capital market as a whole They have been well 
summarised by La vmgton** “All the complex and 

' Tht Enqhxh Capital Marlet , 1921 
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highly speciahsed piocesses which form the oigamsation 
of the market aie tiibutaiy' to two functions , they arc 
an elaboration of two elementaiy serviceB the first is 
that of supplying a stock of money, the second is that 
of facilitating the transfei of capital ” 

(3) The Bouices of capital foi the extension of business 
and industry are many and various and not all of them, 
perhaps, could be considered as falhng withm the widest 
view of the capital market It may, however, be said that 
there is at all times a total demand by entrepteneuts for 
new capital and a total supply of capital — or spaie money 
— awaitmg investment, and all the “ complex and 
specialised piocesses ” which serve to brmg together and 
into eqmhbrium the effective demand of the entreprenetirs 
and the resources of the capitahsts available for mvest- 
ment must be mcluded in the capital market 

(4) In the first part of the nmeteenth century, when 
the mdustrial umt was, as a rule, the family concern, 
“ permanent ” capital was provided privately, by in- 
heritance, partnership or private contract, and was gener- 
ally further built up out of accumulated profits The 
existence of a comparatively large wealthy class and a 
willingness among the wealthy to mvest their savings 
vere among the exceptional and favourable conditions 
attending the rapid growth of Bntish mdustiy m the 
last century It will be important to remember that the 
first condition at least, was pecuhar to this country and 
m fact, differentiates oui early industnal development 
fioni that of any other country 

(5) Despite the mvention of the hmited-liabihty com- 
pany and the more recent growth of large-scale industry 
the method of obtainmg capital by private negotiation 
has persisted foi various reasons, and to this day is of 
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such importance as is perhaps not geneially realised 
Even the majority of jomt-stock compames are private 
liimted compames which either possess their own capital 
01 procure it locallj' often from business associates oi 
through the agency of sohcitors This unde section of the 
capital market in which sohcitors brokers and other 
private agents aie at work would be exceedingly difBcult 
to mvestigate and is m any case outside the scope of this 
inquuy but it is well to recognise at once its importance 
in order the more clearly to define the particulai region 
of the capital market with which we are concerned 

(6) That legion falls nuthm the section of the market 
which formulates the demand for capital m new) Stock 
Exchange seem ihes , a section which however serves 
not onl}' domestic needs but also the demands of ovei- 
seas governments, mnmcipahties and corporations which, 
again are outside our terms of reference It is therefore, 
fortunate that in the actual stiucture of the new-issue 
market there has always been a fairly sharp division 
between domestic and overseas issues famhtating exclu- 
sion of the latter when home investment especially is 
undei consideration We are thus m a position to dnfinp. 
with moderate aocuracj’- the location of the problem to be 
investigated smee it is incident to that region of the 
domestic capital maiket loheiein demand is given effective 
foim as a Stock, Exidiange secmity 
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Examination of some CRmciSMS of the City of 
London 

( 7 ) It 18 self-evident that this legion is virtually co- 
extensive with the “ City,” withm whose unsubstantial 
boundaiies is concentrated the large assembly of financial 
concerns engaged partially or exclusively m the issue of 
new securities Varying greatly in resources and reputa- 
tion from the great merchant-banlong houses down to 
a host of ephemeral ad hoc promoting groups, and further 
diversified by specialisation m one or anothei class of 
secunty, these issumg agencies form that extremely loosely 
kmt oiganisation which is vaguely known as the London 
capital maiket While it is not liie puipose of this study 
to venture upon a thorough exploration of what is un- 
doubtedly, for the outsider, the least charted temtory of 
the whole realm of finance, it is quite admissible to put 
the London capital market to the test of general conclu- 
sions as to the essential functions of a capital market and, 
in paiticular, to examine the views of responsible cntics 
on the efficiency with which it discharges those functions 
in relation to Bntish industry For by that convement 
term domesttc capital mai ^ — ^with its penumbra of 
abstruse economic theory and its power of suggesting 
vague notions about the obscurer practices of the financial 
world — ^is generally and quite rightly understood a funda- 
mentally simple process that of the supply of long- 
penod capital to British mdustnal companies 

( 8 ) The upheaval, piecipitated by the war, of oui 
industry and commerce and the maladjustments of the 
post-war 3rear8 with their appalling consequences to 

4 
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emplojTnent and industry, indirectly served at least one 
good puipose They gradually compelled mteUigent 
citizens to inquire more insistently than ever before into 
the rationale of oui fin ancial system , and, not un- 
naturally m the stress of accumulatmg difficulty and 
hardship to season mqmiy unth some outspoken cnticism 
of institutions which had pieviously been considered 
immune fiom all but the most expert comment This 
popular invasion of a field of which the speciahst had 
hitherto been m undisputed possession was not without 
its lepeicussions in high quarters Popular clamour, even 
if sometimes stndent and ill-infoimed found an echo 
among sober and lesponsible cntics Theie was a wide- 
spread demand foi information about the whole monetary' 
machme , yet no compendium of authoritative infoima- 
tion existed to satisfy that demand The technical nature 
of financial pioblems made lay criticism of doubtful value 
vet the time seemed to have amved when an intelhgent 
pubho opimon on financial matteis was desirable not 
only m the national mterest but also m the ‘ enhghtened 
self-mteiest ” of what is sometimes known as the finan- 
cial hierarchy ’ (a derisive description implying the exist- 
ence of an exclusive and secret cult ') There appeared to 
the Government to be a good case foi an official mquiij’ 
not only to allay public misgivings and supply a kiritl of 
authonsed version of monetary theory for pubhc use but 
also to indicate what steps might be recommended to the 
financial world itself to enable it to play a more conscious 
part in promoting the recovery of trade commerce and 
emplojTnent The Chancellor of the Exchequer therefore 
appointed bv Tieasuiy JLnute dated 5th November 1929 
a Committee on Finance and Industry instructing it ‘ to 
inqiuie into banking finance and ciedit, paymg legaid 
tothefactois both internal and international whichgovem 
then operation and to make recommendations calculated 
to enable the<!c agencies to piomote the development of 
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trade and oommerce and the employment of labour ” 
The Committee’s report, now famous as the Macmillan 
Report, was pubhshed m June 1931 

(9) This 18 not the place in which to discuss the Com- 
mittee’s findmgs at length, smce they cover the whole 
monetary and financial s^tem, in which the domestic 
capital market — or, as the Report styles it, the capital 
market for home investment — ^is but one important factor 
It may, nevertheless, be said that the Report wiU prob- 
ably remain the most bnUiantly lucid summary available 
of banking, finance and credit as they existed and func- 
tioned m Great Bntam pnor to September 1931 Un- 
fortunately the crisis of that month, followmg close upon 
the Report, considerably dimxmshed pubhc mterest in the 
latter , though it is difficult to comment adequately upon 
the statesman who hastened to announce that the Mac- 
millan Report was as good as dead One can only conclude 
that he had not had time to read it, and imagined that it 
began and ended with the gold standard 

(10) There is no question that the chapter of the Report 
deahng with recommendations affecting the domestic 
capital market is as worthy of attention to-day as it was 
in 1931 It IS therefcre proposed to examme in some detail 
the practical possibdities of the Committee’s recommenda- 
tions, which, owmg no doubt to the special restnctions 
imposed by the abandonment of the gold standard 
(despite the rehef which it afforded temporarily) and the 
War Loan conversion, possibly suffered a httle from the en- 
forced preoccupation of the City with other problems of an 
exceptional character Before deahng with the recommen- 
dations, it will be as well to lecapitulate the general 
cnticisms of the capital market which the Committee 
took into consideration They are already too well known 
to those who are familiar with the Report to need emphasis , 
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and its most critical readers would probably admit that 
its admirably moderate tone is never employed to better 
pmpose than when expressing its views upon these 
ciiticisms {tide Part 2, Ch 4) and making broad sugges- 
tions to promote the greater efficiency of the market in its 
relations with industry 

(11) In the first place, the Committee drew attention to 
the pecuhai characteristics of the London money market, 
which foi very good reasons had never estabhshed any 
very close contact with Bntish industry as a whole The 
reasons were primarily historical in their nature , the 
money market was a highly devebped adjunct of London s 
inteinational trade and commerce long before industry 
began its rapid giowth m the nineteenth century Li 
paragraphs 4 and 5 allusion has alreadj' been made to the 
well-known method by which that mdustry was financed — 
from pnvate sources and out of profits — a method which 
suited the small-scale busmesses of the tame well enough 
Its drawbacks, however, soon appear as the size of the 
industiial umt increases Capital requirements gradually 
increase imtd the modem umt, probably representmg the 
progressive amalgamation and absorption of a number of 
oldei and smaller umts demands the mvestment of per- 
haps several milhons of capital for further development, 
instead of the thousands or tens of thousands of a century 
ago The sturdily independent manufacturer of those days 
provided his own capital , or dse knew where he coidd 
obtamit privately and locally The modem entiepieraeur 
can of couise no longer look to such somces for the com- 
jiaratively enormous capital his undertakmg may require 
He IS geneiall}' obliged to look to the capital market, one 
of u hose functions we have noted, is to supply a reservoii 
of money available for investment When mdustry reaches 
a stage at which it must have large aggregations of capital 
to finance it the efficiency of the capital market in dis- 
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charging its functions of orgamsing the supply and 
facihtating the transfer of capital becomes a factor of 
vital importance to the industry of the country 

(12) As to the efficiency of the London money market 

foi many purposes there is no question at all The Report 
iccogmses in the City of London “the most highly 
orgamsed international market for money in the world 
Its freedom and elasticity are without parallel Its 
accepting houses and its discount market provide un- 
equalled facilities for the financing of national and 
international commerce , whilst the former, in their 
capacity as issuing houses, play a large part in the placing 
of international issues of a long-term character Lastly, the 
gieat British joint stock banks have the pre-emment merit 
that their financial strength and liqmdity are beyond 
question It is noteworthy, however, that, 

speaking generally, the exceptional merits of the City of 
London lie in the facihties given by the short-term money 
market for the employment of home or foreign funds , in 
the financing of trade and commerce, also both home and 
foreign , and in the issue of foreign bonds as distinguished 
from the financing of Bntish mdustry ” (paragraphs 375 - 6 ) 

( 13 ) This traditional preoccupation of the money 
maiket with short-term and international finance has 
been leiiiforced by the traditional independence of 
industiy of financial control (both rooted, it must be 
leiteiated, in their histoncal development) to produce a 
kind of estiangement between the two, or rather to retard 
the development of their co-operation when this became 
an essential condition of a healthy and rapidly growmg 
industiy That, at least is the conclusion implied quite 
cleaily in the Repoit , and that the facihties given by the 
City for the financing of Biifash industry cannot be counted 
among its manv exceptional mei its is of com sc an obvious 
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coiollary Some attention must theiefore be given to the 
aiguments which can be adduced m its support 

(14) In the first place, we may note the gieat supenonty 
in respect of financial resources, market reputation and 
the abihty of their very names to command pubhc 
confidence in a security of those agencies which have 
speciahsed m the issue of foreign government loans as 
compared with the various agencies, generally unknown 
by name to the ordinary investor, which sponsor the 
ordmarj' home mdustnals The former class comprises 
the great merchant-banking houses a few famous names 
like Rothschild, Schroder, Sehgman Such firms by 
leason of then highly developed acceptance business 
lequmng the closest relations with connections in foreign 
countries were at one tune practically the only agents 
able to transfer the large sums involved in foreign govern- 
ment bonowings , and the firm which could transfer the 
capital was obviously in a position to seouie the busmess 
of issiung the bonds Possessing these advantages, these 
houses built up a leputation for the highest mtegnty 
which was indeed essential to theu busmess, for m the 
money maiket the mere leputation attaching to a namn is 
often the tiuest security, but which to the or din ary mvestor 
meant that when one of them mvited public subsciiptions 
to a foreign government loan it really did vouch for the 
seciuity, in so far as it had protected and would contmue 
to watch ovei the inteiests of subscnbers as far as was 
humanly possible To this end it must therefore mamtam 
leliable agents m the borrowmg country to keep it m- 
foimed of the countiv s financial condition agents through 
whom it might also give advice if leqmied or convey a 
piotest m the event of the borrower t aking any action 
prejudicial to the security of the loan or otherwise adverse 
to the interests of mvestors In short the obligations 
undertaken bv the issuing house involved continuous 
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contact mth the boriower and a continuous study of his 
financial condition If, after such scrupulous supervision, 
anything weie to go vrong with the loan, the issuing house 
could hardly be blamed , moreover, investors would 
generally be kept informed that eveiy possible channel was 
being exploited by the issuing house on their behalf 
There is little sign of any blame having been imputed to 
the issuing house for recent happenings, for instance, m 
Central and South Amenca It is generally recogmsed 
that no legal security can of itself fully prevail against 
lepudiation or bad faith on the part of governments, or 
agamst an oveiwhelming economic depression The 
validity of foreign investment in general is dependent 
upon the extreme unlikelihood of such disasters 

(15) The sound orgamsation of the London market for 
foreign investment has, in fact, been generally acknow- 
ledged by authoiities The writer is not in a position to 
expound it m any detail But enough has been said to 
suggest very strongly that the high quality of the market 
IS due mamly to the standing and character of the issumg 
house To say, however, that the effioienoy of a market 
depends largely upon the character and capabihtieB of the 
pnncipal agents operating m it is merely to state a trmsm 
If the foiegoing bnef description is to serve any purpose it 
must lend support to the contrast which ontics have 
observed in the orgamsation of the domestic capital 
market 

(16) The Macmillan Bepoit notes the existence of 

one 01 two fiist-class houses in the City which perform 

for certain fiist-class companies the same functions as the 
older issumg houses perform for foreign borrowers ”, 
mumcipahties, railways and a few first-class jomt stock 
companies maj' issue then own securities, and save the 
expense of an intermediary , while, in a few recent 
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instances, the hanks are known to have assisted m the 
finanniTi g of new Capital issues for some important 
Bntish compames m the heavy mdustnes When this has 
been said, the outstanding fact remams that the majonty 
of new industrial secunties m a period of normal activity — 
the proportion becomes overwhelming m a boom penod — 
are issued by concerns whose names mean practically 
nothing to the ordmaiy man 

(17) Amon g these concerns there is in London a small 
group of finance compames which specialise m issumg 
busmess and have a reputation m financial circles which 
they could not afford to lose by undertakmg worthless 
promotions But below this respectable class of issumg 
agents there are innumerable nunor compames and 
groups, some formed for but a smgle promotion and most 
of them havmg httle or no reputation to lose It is m this 
class that underwntmg and other promotion scandals 
appeal duimg a speculative boom, when the pubhc is m 
its most gulhble mood The Mac mill an Beport gives some 
staggermg figures for the year 1928 which are worth 
quotmg (paragraph 336) 

“ In that year the total amount subscnbed for capital 
issues whether of shares or debentures, of 284: compames 
was £117,000,000 At Slst May 1931 the total market 
value of these issues as far as ascertamable was £66 000,000 
shoving a loss of over £50,000,000 or about 47 per cent 
In fact the pubhc’s loss has been greater smce many of 
these shares were no doubt, sold by the promoters at a 
high premium Stdl more strikmg perhaps, 70 of the 
above compames have already been wound up and the 
capital of 36 others has no ascertainable value The issues 
of these 106 compames durmg that year amounted to 
nearly £20 000 000 ” 

After malung the most generous allowance for the effects 
of trade depression there clearly remains a good deal to 
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be accounted for , and it will be helpful to the mam 
purpose of this inquiry to examine the vanous ways in 
which the present machinery and structure of the domestic 
capital market may have contributed to that waste of 
capital 

(18) In paragraphs 11-13 reasons have been given for 
the estrangement or lack of co-operation between industry 
and the capital market upon which it is becommg m- 
creasmgly dependent It is not that there is any lack of 
sympathy or goodwill towards industry, but that the 
finest institutions of the capital market, the old-established 
pnvate bankers of world-wide reputation, appear to have 
been largely precluded by speciahsation in first-class 
foreign issues and the need for liqmdity imposed by their 
great acceptance busmess from participation m the 
domestic captal market * The result has been to leave this 
field to an mdefimte number of relatively irresponsible 
finance compames, “ trusts,” and groups which, whatever 
their merits, would certamly not undertake to assume the 
same kind of obbgations towards their secunties as we 
have bnefiy alluded to in paragraph 14 It was stated that 
the only object of that paragraph was to lend point to a 
contrast, and it is beheved that this will appear more 
stnkmg when we have considered certain featuies of the 
domestic capital market m their relation to the elementary 
pnnciples stated in paragraphs 1-3 

(19) It has been said that the facilitating of the transfer 
of capital 18 an essential function of the capital market 
Nothing has so far been said of the direction in which it 
should be transfened Yet in an industnal system 
charactensed by an immense variety of products, the 

Signs aie not, however, lacking that the serious diminution in their 
acceptance busmens is urging these mstitutions in an mcreasing degree- 
ton ards e\pei iment in the financing of domestic enterpnse 
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importflnoe of the propei direction of nen' capital Trluch 
however plentiful must be limited in the total amount 
IS clearly of first importance This need not lead us into 
pohtical or social considerations This mquiry must 
asHiimP! that the proper direction of capital is toward 
those points where the yield of net interest is highest 
disregaidmg mdirect social effects ** The determination of 
those points involves most careful estimates of prospective 
eaimng pouer 


(20) It IS now becoming widely recognised that it is 
or should be the business of the market to supply the 
well-mfoimed opimon which is necessary for such an 
estimate The limitations of the ordinary investors 
abihtj' to estimate the prospects eanung power and risks 
of almost any new security which may be offered to him 
by public prospectus are suflSeiently evident He probably 
knows very httle of the industrj- in general oi of the 
pioducts of the particular company and almost nothmg of 
the special nsks attachmg to its operations He onl} 
knows that some nsk is inseparable from any venture 
and in an3' particular case assesses the risk according to 
his temperament his idea of market opuuon or probably 
at best his stockbioker s advice If he feels in a verj* 
speculative mood he may ignore nsk altogether this 
must mdeed be a widespread attitude dunng an investment 
boom In any case the mespert investor faced with a 
somewhat speculative proposition can find little or no 
lehable guidance The pubhshed prospectus may be a 
sober statement of facts or may mclude a good deal of 
special pleading on behalf of the company If he turns for 
guidance to the financial columns of his newspaper he will 
find no reference at all to U ie issue or else a very guarded 

"This IS the definition made bv Lavuigton {The Engh^ Capital 
Market) of m liat lie calls the “ true social need " for capit^ as distinct 
from the ‘ actual demand ” It appears to he latid for the present 
aipiment 
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lefeieuce which may sometimes amount to no moie thmi a 
quotation lifted from the more harmless part of the 
prospectus City Editors are said to be often restrained 
from any outspoken comment on a prospectus by their 
respect for the law of hbel and for the revenue denved from 
their financial advertisers 

(21) The investor might feel that his mterests were 
being protected as far as possible if he could see in the 
prospectus the name of an issuing mstitution of undoubted 
reputation which, before making the issue, had undertaken 
(he knew) a thorough mvestigation of the company’s 
prospects and eammg power in the hght of a close ac- 
quaintance with the mdustry in which the company was 
engaged, and which was moie or less engaging its reputa- 
tion that the issue was m general as sound as could be 
espeoted What he actually does see, close to the name of 
the company itself, is the name of one or more of the 
great banks, which may even appear to be fathering the 
issue This, of course, is practically never true, and it is 
doubtful whether many mvestors are m fact misled m this 
respect as easily as the Macmillan Committee apparently 
beheved The fact remams that the ordinary mvestor 
probably dees not recogmse, or m any case pays no atten- 
tion to, the name of the real issmng concern, which usually 
appears inconspicuously among the names of brokers, 
sohcitois, accountants, valuers and anyone else more or 
less connected with the principal company for purposes of 
the issue, or in the hst of " matenal contracts ” 

(22) It IS proposed in a later paragraph to touch upon a 
few of the criticisms which have been made of the domestic 
capital market on what may be called techmeal grounds 
Here it is sufficient to show that, m general contrast to the 
foreign investment market, Ihe name of the issmng agent 
is generally unknown to the pubhc, and cames wi^ it 
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little or no guaiautee implicit oi otheiwise that the 
enterprise is one \nth a reasonable claim to the capital for 
nhich it asks Moreover, the interest of the issumg agent 
in the company is often hmited to the particular issue of 
capital and ceases once the capital has been subscribed * 
the undeiwiitmg commissions have been paid and the 
conditions fulfilled which are imposed by the Committee 
of the Stock Exchange before it will grant permission to 
deal m the secunty 


(23) It may be aigued that this system has the ad- 
vantages of eveiy laissea-favie system The busmess of 
issmng new securities is so speciahsed that only a concern 
veil versed m aU its mtncacies is competent to undertake 
it For instance, if the issue a underwntten as it nearly 
always is, the issumg ooncem is usually the mam imder- 
wnter It is usually partly responsible for the prospectus 
and airanges all the prehmmary pubhialy It is in touch 
uith the market m a way which is hardly open to the 
directors of the principal company and is thus m a favour- 
able positionto advise on many of the important techmcal 
pomts connected with the issue It is not necessary 
for the issumg concern to be m contmuous touch with the 
industiy or even with the paikcular company Its 
function IS to arrange that the required capital glmn he 
foithcommg It acta simply as a middleman between the 
investmg pubho and the company It knows ‘the 
lopes” m Its special sphere and that is ah the pubho or 
the company can expect It cannot be held responsible if 
the company should subsequently fail . its busmess is to 
see that the lasite succeeds The mvestor is a free agent 
and, especially m England, prefers to use his mdepen^nt 


, 16 , 
diKctor But XI here the imuujb asentsYara appoint a 

public, their participation in the ente^nse cannot bo to 
' alue as b warranty to tlie public ^ 
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judgment as to what he shall mvest in , while anything 
in the nature of continuous financial investigation and 
supervision is impracticable, or would be mtolerable to 
industry 

(24) It IB indeed true that the London capital market 
comprises a number of highly specialised agents This 
appears to be a distingmshmg charactenstic of the City as 
a whole, and no doubt contnbutes towards the efficiency 
and especially the elasticity of the financial organisation 
Specialisation works particularly well in the money market 
where it is accompanied by a sufficiently close mtegration 
of functions imposed by the controlling pohcy of the 
Bank of England and reinforced by a large degree of 
voluntary co-operation between the members of the 
market At the same time the control by the London 
joint stock banks of a complete branch-banking system 
ensures that industry throughout the country is con- 
tmuously in close touch with a uniform credit system 
Thus the haison between mdustry and the money market 
may be said to approach perfection , the mechanism at 
least IS complete 

(25) The liaison, however, between industry and the 
capital market is not so complete, very largely because the 
necessary mechanism has not reached a comparable 
state of development There are two reasons for this 
first, a comparative lack of co-ordinatum in the structure 
of the market itself (which in the money market accom- 
pames the high degree of speciahsation) , and, second, the 
relatively inferior status of the great majority of the 
issumg agents (the absence of issuing mstitutions com- 
parable m public reputation to our banks or acceptance 
houses) 

(26) The results of an imperfect liaison between 
industry and the capital market would naturally tend 
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to be, in a penod of great pnbhc confidence, a boom m 
new issues, good, bad and mdifferent , m a period of 
depression, a drying-up of the stream of capital for in- 
dustry by its diversion, to an exaggerated degree to the 
“ gdt-edged ” and the short-term markets Under boom 
conditions innumerable issuing companies and promoting 
groups suddenly anse to take advantage of the glonous 
opportumties presented by the public gullibility, and 
capital IS thus misdirected mto scores of hopeless concerns 
with such tragic results as are shown by the figures for 
1928 already quoted from the Macmillan Report The 
question whether such a state of affairs might be avoided 
if the investing pubhc were m the habit of lookmg for the 
name of some responsible well-known issuing mstitutum 
in the prospectus of every industrial issue is perhaps 
u orthy of consideration It may not be possible, nndaT- a 
sj'stem of free enterpnse, to prevent entirely the exploita- 
tion by unscrupulous promoters of the mexpenenced 
investoi infected with the gambling fever Rut there seems 
good reason for supposing that if the domestic capital 
market were to some extent “ rationalised,” as it imght 
be if some of our strongest financial institutaons were to 
enter this field the worst effects of an mvestment boom 
might be avoided The legislative protection of the 
Jmpames Acts and the rules of the London Stock 
Exchange* aim at the prevention of abuses by mplnnir 
aem techmcaUy impossible , but they can hardly touch 
the econoimc problem which is to show what conditions 
m tte martet wiU tend to secure the allocation of new 

impartial mvestigation 
ows to be worthy and to prevent the wasting of capital 
upon entei^nses which impartial mvestigatio^ht have 

rtifle new e^terp^ Ta 
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pioneer charaeter or to impair the freedom of choice of 
the pnvate mvestor who supphes the capital 

(27) Despitethemore spectacular losses which have been 
suffered in the past by investors and by industry in 
penods of abnormal activity m the capital market, it is 
probable that mdustry suffers no less m a penod of 
stagnation, by staxvation of the capital necessary for 
reorganisation and development The post-war depression 
in the basic exporting mdustnes of this country has 
compelled them to seek drastic reductions in costs to 
enable them to contmue to meet powerful foreign com- 
petitors on more or less level terms This common pressure 
of circumstances has almost demolished the old indepen- 
dence of action which our manufacturers had long mam- 
tamed as a dearly prized la'adition, and has forced upon 
many sections of mdustry the recogmtion of a common 
cause m the imperious necessity to reduce costs, not 
only by wage-cuttmg, proved to be but a half-solution, 
but also by improving efficiency It is needless to labour 
this pomt at length for, broadly speaking, the need for 
reoiganisation of the basic mdustnes is accepted by 
mdustnahsts and economists ahke 

(28) The movement of industry since the wai m the 
direction of large-scale amalgamations, a movement which 
was m bemg before the war, has therefore been acceler- 
ated Many schemes, however, have been hindered m 
recent years by the financial cnsis and a general uncei- 
tainty m aU circles concemmg our mdustnal future The 
Macmillan Committee therefore made a strong plea m 
their report for a closer understandmg between the power- 
ful financial and banking institutions in the City and the 
depressed basic mdustnes The paragraph'*' m question 
IS a condensation into a few sentences of the thesis that. 


* Faro 386 
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since the piobleins attending amalgamations and recon- 
structions are largety financial their solution should be 
sought in the closest co-operation betu-een the leaders of 
industry and the leading banking and financial institu- 
tions This implies a readiness among mdustnahsts to 
face with courage the tiemendous changes which are taking 
place in methods of pioduction and a leadmess in the City 
to study more closely and sympathetically than hitherto 
the peculiar problems confuting each mdustry until 
oui great financial mstitutions as a whole can claim to 
possess exhaustive information upon the finanm nl condi- 
tion of ever}' important industry and of every important 
business umt within the industry This new fimction 
would no doubtj demand the creation of large economic 
research departments , and the possibilities of this idea — 
indeed, its fundamental importance — ^will be somewhat 
enlarged upon in a later section For the present it 
may hou'ever, be suggested that the assimilation into 
the ordinaiy practice of British bankmg of functions 
originally no more than advisory m their natme might 
eventually compel the banks to undertake obligations of 
a more onerous kmd A busmess man does not generally 
go to his bank for pure advice , he can get that fiom his 
accountant oi sohcitoi From his bank he expects not 
only practical advice, but a wiUmgnesstowaids piactical 
co-operation , so m the larger relations between the banks 
and industry, it seems improbable that economic advisory 
departments attached to the banks would beieallj' effective 
unless they were part of an organisation foi more active 
co-operation mth industry, which, m the present context, 
means some form of participation m the raising of the 
capital neoessaiy to finance agreed schemes of reor- 
ganisation 


(29) There are admittedly, precedents foi this latter 
depai-tme The Bank of England, the jomt stock banks 
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and the private banks have in a few known oases,* and 
probably m others which have not come to hght, given 
financial assistance of one kmd or another to important 
rationalisation and reconstruction schemes m the iron and 
steel, engineering and cotton mdustnes While there is 
no purpose to be served by quotmg these cases in any 
detail, their very existence shows that to some extent it 
has been found possible for Bntish banks to assist in the 
piovision of mvestment capital, as distmct from tempo- 
lary advances, for British industry It is very doubtful, 
however, whether such isolated cases mdicate any real 
change of attitude on the part of the banks towards indus- 
tnal financing Probably in every case which could be 
cited there would be found special reasons which compelled 
the bank to adopt a course alien to the accepted prmciples 
of b anking m this country A special urgency m the situa- 
tion of a customer or of a concern of some national im- 
portance rathei than “ a close and contmuous relation- 
ship with the industiy concerned ” would perhaps supply 
the motive This, however, must necessarily be little 
moie than conjecture The point which may, however, 
be usefully made is that the capital market, as at present 
constituted, has httle use foi “ depressed ” mdustnes , 
and their regeneration, in which financial reconstruction 
must play a critical part, may be very senously retarded 
by the consequent difficulty, even impossibihty, of ob- 
taimng the necessary capital That the banks should in a 
few very important cases have come to the rescue should 
be taken as evidence, not of any permanent change in 
banlang pohcy, but of the inabihty of the ordmary agents 
m the domestic capital market to solve the pecuharly 
difficult financial problems of an industnal depression 
Something altogether bigger than the majority of existmg 
finance compames and promoting groups is clearly le- 

*' The<ie can be found in Bntieh Banls and the Fenanee of Industry 
(S E Thomas) 
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qmied to carry through the big financial operations which 
must be involved m large-scale reorganisations which may 
even embrace an entire branch of an industry with all 
its interlocking interests its redundant factories and 
plant which must be scrapped its complex international 
lamifications and perhaps, its strategic importance for 
the State The financial institution which can deal in the 
ordmaiy course of its business with the issumg of new 
secunties on a correspondmgly large scale should have the 
standing and lesources commensurate with its great re- 
sponsibihties, whether it acts alone or m association with 
other similar institutions It should also be an integral 
part of the financial system as a whole, serving as a liaison 
between that system and the industrial world 

(30) Such IS the burden of the criticism of the City of 
London in the role of " guide, philosopher and fnend ’ 
to industiy which a few economists and financ ial pubhcists 
have been creating for it since the war The SlacnuUan 
Committee, moreover, has lent the support of its great 
authority to this school of thought, which may be said to 
be characterised broadly by the view that the joint stock 
banks, by entenng the field of “ investment bankmg ’ 
(a useful American term), should remedy the worst de- 
ficiencies of the domestic capital market 

(31) Before proceeding further ve may now summarise 
the vaiious cnticisms which have been exammed 

(i) A imditional lack of co-ordinatim betioeen the finan- 
cial organisation and industry due largely to the fol- 
lowing historical causes — 

(a) the early development of the City of London 
as a centre of mtemational commerce (with the 
money market as a clearing-house for mtema- 
tional indebtedness and a reservoir for short- 
teim funds) 
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(6) the foimdatiou of Bntish mdustiy on the 
family concern, snpplymg its own capital and 
supplementing it from local sources , 

(c) the financing of jomt stock enterprise hy a laige 
wealthy class of mdependent mvestors , 

(n) ansing out of (a) above, Uie sv^enoi mgarasataon, 
m the private banking houses of the City, of the means 
of supplying capital to foreign countries, as compared 
-with the haphazard character of the market foi 
home investment, which was left m the hands of 
pnvate individuals and minor concerns of relatively 
small repute , 

(ill) heme investments do not, the/refore, catty with them 
the implied warranty of a tesponstble issuing house, 
except in rare cases, with the result that the mvestoi 
usually has to rely upon an inadequAte knowledge 
of the neks and a more or less unrehable estimate 
of the prospects of these investments , 

viv) for the same reason there is no close and continuous 
association between important industnod companies 
and the capital matket through the agency of first- 
class financial institutions, with expert j^owledge 
of mdustnal conditions and able to give advice 
on all matters relatmg to finance, besides arranging 
the issue of new securities , 

(v) as a result of the general lack of co-ordination be- 
tween the domestic capital market and industry, and 
between the capital market and the banking system, 
capital may be partially misapphed and wasted 
dunng an investment boom , while under reverse 
conditions industry may find great difficulty in 
obtaining fresh capital for justifiable and necessary 
developments 
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'Ihe Recommeitdations of the J'Iaomillax 
Committee 


(32) The lecommendatioiiB coiiceinmg the lelations 
between finance and industiy and m partionlar the 
provision of long-dated capital for mdnstry, are con- 
tained in paragraphs 397 to 404 of the Report After 
expressing agreement with the view that “ the British 
financial oiganisation concentiated m the Cit^ of London 
might with advantage be more closely co-ordinated with 
Bntish mdnstry, particnlarly large-scale mdnstry, than 
IS now the case,” and alludmg to the strong tradition of 
mdividnahsm m mdnstry and the prevaihng views as to 
the propel sphere of banking m this country, the Report 
suggests that “nevertheless a further development of 
our financial oigamsation is possible, which would be 
distmctly beneficial and need not be inconsistent with 
these traditions ” 


(33) The Report then postulates with considerable 
emphasis a healthy position m British mdustry as a 
whole as an essential condition of any reform m the capital 
market The reason is a practical one ' No institution 
actmg as an mtermediary between mdustry and the in- 
vestor can possibly succeed unless the securities which it 
induces the latter to buy prove to be sound and remuner- 
ative ’’ This condition, though apparently obvious, is 
so important that it may well be re-stated in a somewhat 
expanded form It is eqmvalent to asserting that the 
isptttatxon of the issmng institution— which should be m 
itself a sufiScient assuiance for the average mvestor that 
a given undertaking has a leasonable claim to the capital 

2S 
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for which it asks — ^must largely depend on the progress 
of the concerns which it is instrumental m financing , 
m other words, on the general rehabdity of its estimates 
of business prospects While, however, forecastmg m 
the commercial or economic sphere is never likely to be 
free from error, it would be altogether impossible to make 
any rehable estimates m the midst of economic cnsis or 
uncertainty about the mtemational situation or the social 
and economic pohcies of Governments Indeed, mvest- 
ment as a whole is piimanly the expression of a faith m 
the future of mdustry and the social structure , and if 
future developments are destined to be, not contmuous 
and progressive, but catastrophic and disastrous, then 
all talk of improving the capital market — a mere part of 
the maohmery of a vamshing order — ^is a waste of energy 

(34) The Report recommends the establishment of new 
institutions which would have the following objects 
(paragraphs 399 and 400 quoted in full) 

“ 399 The functions which should be performed by 
such a concern may be summansed as follows — Actmg 
as financial advisers to existang mdustnal compames, 
advising in particular as to the provision of permanent 
capital, its amounts and types , secunog the under- 
wntmg of and issmng the company’s securities to the 
pubhc and, if necessary, assistmg previously m arrangmg 
for the provision of temporary finance m anticipation of 
anissue , assistmgmfihancmglong contracts at home and 
abroad, or new developments of an existmg company, 
or foundmg compames for entirely new enterprises , 
acting as mtermedianes and financial advisers m l^e case 
of mergers or m the case of negotiations with corre- 
sponding mtemational groups , and generally bemg free 
to carry out all types of financing busmess 
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“ 400 These aie functions \rhich aie often difficult 
uhicli entail considerahle nsks and which maj^ involve 
the temporary locking-up of large sums 
Such a concern must — 

(а) he provided with a substantial capital where it 
is a case of financmg large contracts for periods up to 
five years, it might be able to supplement its resources 
by the issue of its own short-term notes , 

(б) be able to rely on the co-operation of emsting insti- 
tutions with large monetary resources m the making of 
temporary advances otherwise it might either be unable 
to cany out its functions or its capital might have to be 
too big for it to earn satisfactory dividends 

(c) build up a competent and expert staff, establish 
gradual connections with mdustry , and instil confidence 
in its issiung abihty and credit ” 


(36) It IS not suggested that the banks should them- 
selves undertake these duties but that they should co- 
operate m forming one or more concerns, somewhat on 


with the above objects m view The Report apparentlv 
did not contemplate — it certamly does not mention — 
the possibihtv of a single bank foimmg its own subsidian* 
company 


(36) The Bankers Industnal Development Companj- 
leceives scant attention in the Report, which notes in 
passing that the authonties of the Bank of England con- 
sider the Company not to be a proper kmd of subsidiary 
for a central bank and suggerts that it should “ at a 
convemmt stage be defimtely separated from the Bank of 

existence, and rely upon 

nir?f ® institution It IS 

possible that It might form a nucleus for that closer co- 
operation between finance and industrv which we think 



26 The Fwncttons of a Bank in 

IS lequired ” (paragiaph 403} Moie Tnll have to be said 
about the possible significance of the Bankers Industrial 
Development Company when the questions raised m the 
last paragraph are considered 

(37) The final recommendation, contained m paragraph 
404, IS for the estabhshment of another type of finance 
company having as its object the provision of capital foi 
the smaller or medium-sized busmesses, for wbach the 
expense of a public issue is prohibitive It is suggested 
that such a company in addition to its ordinary capital, 
might issue debentures or preference shares secured on the 
debentures or shares of the compames which it financed 
The debentures of the financing company would be dealt 
in in the ordmary way on the Stock Exchange, and thus 
the demand of the moderate-sized business for capital 
might be said to be given effective form as a Stock Ex- 
change secmity Without a device of this kind even the 
soundest of such busmesses are said to find great difficulty 
m raismg m the market the comparatively modest capital 
they require 

(38) Finally, it may be observed that the chapter of the 
Macmillan Beport wffich contains these proposals has the 
unanimous support of the Committee, except that Sir 
Thomas Allen and Mr Ernest Bevin mdicate (m their 
Beset vation to the Beport, page 241) their preference for a 
pubhc corporation in place of the private institation which 
the Report contemplates Even Lord Bradbury, who 
dissented from most of the conclusions of the Report, 
defimtely states his concurrence in its recommendations 
r^atuig to the captal market for home investment This 
unanimity of a body of perhaps exceptionally mdependent- 
nunded experts must of itself lend considerable weight to 
their proposals, recommendmg them to the senous study 
of everyone who may be affected It therefore becomes 
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the baakei s duty to considet whether he is m sympathy 
with these pioposals and if so to ask himself whethea they 
involve such an extension of Biitish banking as may not 
be mcompatible with its piesent cleaily defined functions 
Emally, if he can answer these questions in the affirmative 
he may considei the deviamg of machmeiy to make his 
answer effective m practice 




The Bahkeb’s ArrmnoE towabds Tma DoacBSTic 
CaHTAL ilABKET 

(39) A dight lefeience (paiagiaph 21) has already been 
made to the general practice of the Enghsh ]omt stock 
bank m relation to the oidmary mdustnal issue, whether 
of oidmary shares by a new company or of preference 
shaies oi debentuies by an estabhshed company The 
bank lends its name to the issue meiely as an agent for the 
collection of apphoations It may, of course, take some 
inteiest in the issue beyond that more or less mechanical 
operation , but it is an interest of an unofficial kmd Be- 
yond seeing that the prospectus comphes with the law and 
that tfe issue 18 at least superficially respectable, the bank 
does not vouchfor the issue m anyway as arule “ 

(40) Theie is, in fact, good leason why the bank should 
not mdert^e any such obhgabon The standing of the 

nk IS so hi^ that its recommendation of any new issue 

to shareholders and depositors ahke, and 

practically be” ^valrat^to “ “idnstnal company would 
^ ^fi^^alent to engaging its repu tatrnn on 

Xtacmlllto Ce^tt^afaM ain ' ^ evidence hefora the 
>'8ues tlmn itZwpt^' a larger nmW 
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behalf of the company, the bank’s standing might m some 
degiee be affected by any anforeseeii misfortune or adverse 
circumstances affecting the company oi its securities In 
the public estimation the bank would contmue to be 
linked, howevei lemotely, ivith the company , and theie 
would be some iisk, howevei slight, that a fall in the value 
of the security lecommended by the bank would react 
upon public gooduall This is what no bank can afford 
to nsk , an impregnable soundness and the goodivill of the 
public together constitute the lifeblood of the successful 
banli of deposit Its veiy “ soundness ” must lest upon 
tlie confidence of eveiy depositor in what he calls the 
bank’s safety Pubhc confidence and goodwill are thus 
the leal foundations of depc^it banlcmg, and it is not to 
be wondeied at that the banker will not contemplate 
a new depaituie winch might m any degree dimimsh the 
stiength of eithei As the strength of a chain is in its 
weakest hnk, so the stiength of a bank exists in the 
goodivill and absolute confidence of its most imtable and 
neivous depositois 

(41) While the loiegoing may sufficiently explain the 
appaiently iiiosponsible attitude of the banker towaids 
the capital market, there is possibly anothei consideration 
of a less fundamental character which is nevertheless 
worthy of mention It anses out of the B 3 rstem of ad- 
ministiation of joint stock banking, which is now central- 
ised as fai as is possible m the lespcctive head offices of 
the banks This development, amply justified in theory 
(since the uhole ciedit stiucture of the country is itself 
highly centiahsed), has been successful in piactice mamly 
because admimstiation has been charactensed by great 
sicill and adaptabihty , but at the same time it has put a 
very heavy buiden of peisonal responsibihty upon the 
shouldcis of the admimstiators Here it may be appro- 
pii.itc to suggest that perhaps the tiuest modem English 
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equivalent of the word “ bankei ’ is ‘ an administrator 
of a ]oiat stock bank,” beside whom the private gentle- 
man of early banking tradition surviving m legal parlance 
IB a person of small sigmficance The present inquiry, 
for anypracticalmterest it may have should at least begin 
with a realist point of view , and the choice of a pomt of 
view' often hes m a choice of words If therefore, we 
seek the pomt of view of the modem banker facing the 
problems of the financing of mdustr}', it may be a great 
assistance to consider him first as part of the administra- 
tion of a great joint stock bank It then becomes cleai 
that, aheady having his hands full he cannot easily 
contemplate the possibibty of fresh departures Econ- 
omists and financial eicperts may demonstrate the possi- 
bihty of further useful extensions of his responsibilities 
The banker himself is anxious to institute any new service 
which will promote the mterests of the bank and its cus- 
tomers, as long as it can be operated withm the already 
wide hmits (still expandmg gradually) of what is generally 
regarded as the proper sphere of banking It becomes a 
different matter when proposals are urged upon turn which 
involve a sudden enlargement of that sphere to include 
functions oanying with them such unfamihar responsi- 
bihties and uncertam habihties as would doubtless be 
incurred by direct participation in mdustnal finance 

(42) ^summg the banker to be generally m favour of 
some development on the Imes of the Macmillan Eeport 
he has to consider, then not only theoretical possibihties 
but also the grave question of practical expediency 
The field of Bntish banking is already extiemely wide 
it includes nowadaj's a multitude of subsidiarj' services, 
many of which by themselves are unprofitable, and 
bakers are already fuUv occupied with the supervision 
of that TOde field and the many problems incidental to 
deposit banking and short-term finance under the difficult 
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conditions of the present tune This practical question 
may therefore present itself to the banker, who m his heart 
approves the recommendations of the Macnullan Com- 
mittee would the adoption of an entirely new function 
create additional problems, of orgamsaiion and personnel, 
so complex and numeious that, apart from other consider- 
ations, the game would hardly be worth the candle i 
The question cannot be answered here foi the answer 
must embrace too many human and personal factors 
It may be hmted at by implication m later paragraphs , 
here it can only be suggested that m banking, as in any 
other sphere of enterprise, policy may possibly be finally 
determmed by considerations of orgamsation and per- 


sonnel rather than by decision upon prmciples 


(43) It IS, of course, hardly likely that the banker can 
contemplate with equamnuty the recurrence of a state of 
afiairs sumlar to that which existed in the boom of 1928 
The danger is too great that it might be followed by a 
orash like that of 1929 In those years the names of the 
great banks must have appeared on the prospectuses of 
many ventures which for one reason or another have come 
to a more or less discreditable end Broadly speaking, 
there were two reasons for such disasters , the first ansing 
out of what Lavington calls “ distorted images of risks ” 
m the mind of the capitalists , the second out of sharp 
practice on the part of some of the parties to the issue 
The first cause has already been investigated, the criticisms 
of the domestic capital market embodied m the Macmillan 
Report havmg suggested very strongly that the issmng 
agency, which should be analogous to the issuing house 
in the overseas capital market, on the contrary possesses 
neither the high qualifications nor the undoubted reputa- 
tion of the merchant bankers In a system m which the 
issnmg agent — so far from mamtammg the closest relations 
with industiy ui general, and with the concerns which it 
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IS instnimental m financing, so that its name is a sufficient 
guarantee of the reasonable soundness of its issues — 
actually remains verj’ much m the background disclaim- 
ing as a rule any functions other than the carrying out of 
the issue itself the lesult is a lack of reliable co-ordmatmg 
factors to mamtam the desirable balance between the 
demands of industnalists and the supply of capital avail- 
able for investment Investors are therefore left to make 
their ovm more or less imperfect estimates of the prospec- 
tive eaimng powei and risks of any enterprise, with the 
result that they are inchned to be too credulous at the 
height of a boom and too nervous in the depths of a slump 
At both extremes there is a great waste of capital, but 
in the former case the losses are more spectacular 


(44) The second cause embraces a vanely of techmcal 
malpractices, some of them fraudulent m the strict sense 
of the word the remamdei probably ansmg out of that 
general deterioration of the quahty or inoiahty of the 
maiket winch seems to characterise the height of a boom 
in new issues One of the serious causes of loss m the 
last boom period of 1926-1928 was disclosed by a large 
number of imderwiitmg defaults * It is usual for the 
issurr^ firm to act as the mam underwriter of the issue , 
in fact, this often appears m the prospectus to be its 
pimeipal function The firm out of its underwntmg 
comnussion, paj^s all the expenses of the issue, maVps the 
necessap^ anangements regardmg prmtmg and pubhcitv 
and undertakes vanous other important duties, up to and 
mclutog the posting of allotment letters Converselir 
e firm may appear in the prospectus mainly as the 
agent appointed to carrj-- out all these duties mcludine 
that of undeiunter and being lemunerated out of its 
imderuTiting commission There is praeticaUy no differ- 

^ 'at length m h.s book Capital 
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ence, except of emphasis While a study of company 
prospectuses will reveal many variations of detail withm 
the hmits of the statutory rules, in one respect there is 
usually this in common the firm which conducts the issue 
of the shares takes a considerable part if not all of the 
underwriting It is a statutory requirement that the 
existence of an underwntmg agreement between the com- 
pany and the underwnters shall be stated m the prospec- 
tus, mth the rate of commission to be paid by the com- 
pany This vital agieement, known as the Mam Under- 
writing Agreement, is practically unregulated by statute, 
except that the rate of commission is hmited to 10 per 
cent It IS contended by Mr Finme that the omission 
in the Compames Act of 1929 to regularise the form of the 
Mam Undeiwntmg Agreement left the way open for a 
continuance of the abuses which were disclosed in the last 
investment boom Owing to the fact that almost all 
issues of shares are underwritten, it is clear that the form 
of the agreement between company and underwntmg 
firm IS of first-class importance, for underwntmg provides 
the guarantee, both for the company and the subscnber, 
that the company will obtain the capital it asks for 

(45) The Mam Underwntmg Agreement usually per- 
mits the underwnters to " re-insure ” part or all of their 
risk, subject to the approval of the sub-underwnters by 
the company’s directors Since the company is not, 
however, a party to sub-underwritmg contracts, there is 
no legal necessity for the disclosuie of such contracts 
m the prospectus, which neveitheless often contains a 
statement (at the end of the hst of matenal contracts 
which have been entered mto by the company) to the effect 
that “ various sub-underwntmg contracts have been 
entered into, to which the company is not a party ” It 
IS natural that the investor, applying for shares m the 
company should take it for granted that m the event of 
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the apphcatious from the pubhc falling short of the 
number of shares offered the company could look to the 
mam underwriters to make up the deficiency 

(46) In practice this has not always been so Ulr 
linme has shown qmte clearly how the underwntmg 
agreement has occasionally been designed to enable the 
mam underwriters to escape from their obligations 
Apparentlj- the practice is quite recent It consists m 
a provision bemg inserted m the agreement whereby the 
underwnters are entirely relieved of their liabihty to the 
extent that they procure apphcations for shares such 
apphcations including of course, those coming from sub- 
underwnteis In this way issuing firms have been able, 
while figurmg as underwnters, successfully to evade any 
habihty m the event of the issue not meeting with success, 
the habihty having been shifted on to the sub-under- 
writers This tj'pe of underwntmg agreement led to many 
disasters for in a boom penod when underwntmg profits 
uere attractive, very doubtful issues might be promoted 
by unscrupulous groups purely for the sake of makmg 
quick undeiwntmg commissions The sub-underwnters 
in such a case might be mere nonunees of the promoters, 

men of straw ” and qmte unable to meet their habihties 
if the issue were a failure The mam underwnters were 
piotected by the terms of their agreement with the com- 
pany, and might successfully claim their commission, 
even if the sub-underwnters defaulted by bemg unable 
to provide foi the cheques lodged with their apphcations 
The directors approval of the names of the sub-under- 
imters was probably only formal the former relymg on 
the good faith of the promotors, who as mmn underwnters 
were responsible for procuring the sub-underwnters 

(47) With an issue made under such auspices aU would 
go well ponded that the sub-underwnters were not called 
upon But m the penod referred to issues of this char- 
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actei not infrequently failed, the companies being obliged 
to go mto liqmdation almost at once, for lack of the 
requisite captal The circumstanceB of each case might 
vary, but there seems to have been a fauly distmot class 
of scandals connected with the underwntmg of capital 
issues reveahng a source of serious weakness m the market 

(48) Underwriting is clearly an essential part of the 
market machmery, yet the foregoing example of the kmd 
of abuse to which it has in the past been hable lUustiates 
only too well the lack of internal co-ordination in the 
market and the dangers for the whole financial system 
of the country inherent in a mechanism which at the height 
of an investment boom is so hable to get out of control 
No pretence will be made here to offer an account of 
capital underwntmg It is a highly intncate and some- 
what obscure subject which has already been critically 
explored one can readily accept Mr Rnme’s thesis as 
far as it concerns underwntmg contracts The reader 
may possibly wonder why consideration of such an im- 
portant factor m the domestic capital market as under- 
wntmg was not mcluded m the section m which we dealt 
with some of the most important cnticisms of that market 
The reason is that we were then concerned with cnticism 
of a system on economic grounds malpractices do not 
necessarily discredit an entire system, and perhaps for 
that reason the Macmillan Report makes no reference 
to events which nevertheless must have been very fresh 
in the nunds of at least the bankers on that Committee 
Moreover, at the time of the preparation of the Report 
the Committee of the London Stock Exchange was actu- 
ally levismg its rules with a view to preventing future 
abuses m connection with new issues 

(49) The Stock Exchange Committee wields an ex- 
tremely effective weapon in its power to grant or withhold 



36 


Bdatton io the Capital Markd, 


permission to deal m new issues, and in its Rides and 
Regvlaimis of The Stocl Exchange, 1931 Appendix 34, 
showed a readiness to use that power in the pubhc interest 
Among the many conditions attached to its permission 
to deal in new issues, the Committee now requires (m 
the case ol issues by ordinary compames) that a copy of 
any underwriting agreement and sub-underwntmg letter 
be lodged with the Share and Loan Department of the 
Stock Exchange for approval The Department may also 
call for a hst of sub-underwnters showing their names, 
addresses and descriptions and the amount sub-under' 
written by each If any of the information disclosed were 
consideied unsatisfactory, permission to deal would be 
refused, but it is hardly necessary to add that admission 
to Stock Exchange dealing is so essential for a pubhc 
issue that the promoters would be bound to amend their 
arrangements m accordance with the wishes of the Stock 
Exchange authonties Strict conditions are also attached 
to the permission to deal m shares originally placed pn- 
vately and later " mtioduoed ” on to the Stock Exchange 
In 1932 a further rule was made giving the Committee 
power to suspend deahngs m the event of serious default 
by undeiwnters or sub-underwnters The Stock Ex- 


ferted not to tread and m a most efEeciave maimer used 
its great power to curb the activities of unscrupulous 
piomoters and issuing agents 


(50) Of all the parties concerned m an issue, the bn.T.v 
which ejects the apphcations is probably the most inno- 
cent question has often been raised whether the 
anlv should not make a somewhat closer scrutmv of 
important details of the issue and by attaching stricter 

prospectus 

mcmase the value of ite moral support In paiar. 
It has been suggested that the Siam Underwriting Agreed 
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ment should provide for the approval of sub-underwnters, 
not by the company’s directorSj but by its banters, pre- 
sumably because the latter would be m a better position 
than ite directois to make any necessary inqmnes 
There seems no reason, however, if the directors take their 
duty in this connection senously, why they should not be 
able to satisfy themselves as to the soundness of sub- 
underwnters by themselves putting such mquines through 
their bank The emphasis should rather be laid upon the 
mam underwnter who should of course (and usually does) 
guarantee the fuUHment of sub-nnderwntmg contracts 

(51) These may appear to be matters of relatively 
ummportant detail with no bearing upon the attitude of 
the banker , but it must be remembered that the banker 
though not mtimately connected with the capital market, 
may be considerably affected by its operations The 
posaibihty, for instance, of another “ Hatry affair ” can 
scarcely be tolerated The rules of the Stock Exchange 
may close certain discovered channels for the waste of 
capital, but the mgenmty of unscrupulous promoters is 
apparently unhmited, and there is no certamty that they 
would not be equal to opening up fresh channels m the 
event of a big revival in new issues There is no doubt 
that the consequent loss'es would have repercussions upon 
the bankmg system 

(52) There is only one remedy for an absence of co- 
ordmation, and that is some form of “ planning ” — ^to use 
a word that has now a special piquancy not always rehshed 
by the practical man It is unfortunate that this word, 
hke many others which have had their day, is becoming 
the sport of pohtical controversy, for the idea of 
“ planmng ” is by itself qmte moffensive It is about 
particular apphcations of the idea that objections arise 
Any successful busmess of importance must plan its mter- 
nal organisation and its external relations with defimte 
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ends in vievr The planning of its relations with other 
alhed concerns may be earned to such lengths that an 
entile tiade oi mdnstiy is brought into a more or less 
coherent organisation ewen mtemational in its scope 
Amalgamations working agreements, rationalisation 
schemes, cartels and international agreements between 
producers afford endless examples of pla nning at erery 
level of the economic system, showing a tendency 
tow aids evei-mcreasmg association and ever-mcreasmg 
complexity It is a healthy process which has its parallel 
m natural law and there is abundant evidence of the 
ill-effects which flow from attempts to impose artificial 
restraints upon this evolutionary development of the 
economic order But it is an essential condition of such 
development that it must proceed from within the organ- 
ism An artificial stimulus hke artificial restramt 
usually produces unforeseen and harmful after-effects 
This is the tiue objection to the ‘ planmng ” which is 
imposed from above It does not, howevei, mvalidate 
any and every proposal for reform it only implies that 
in economic matters any necessary reforms are best made 
from witiun the system in plamer terms, it means “ a 
mimmum of government mterferenoe ’ It was not the 
least ment of the MacmiUan Eeport that most of its recom- 
mendations were addressed to those actually responsible 
foi the contiol and operation of the bankmg, currency and 
financial systems and not to the Government The 
principle observed throughout the Report is that every 
department IS on the whole best left m the hands of those 
accustomed to runnmg it 


(o3) This IS not to say, of course, that some deeree 
of goveinmrat pknnmg of the financial system may not 
te The poKihhty m th» 

govei nment of the left cannot be overlooked by the banker 
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■wi'th the financial system over a short period , and poh- 
ticians m general are nowadays prepared for almost any 
degree of government control over the nation’s economic 
life, if the motive of such action can somehow be expressed 
in the fanuhar terms of party doctrine The only differ- 
ence between left and nght in this respect appears to be 
of degree It is therefore by no means improbable that the 
domestic capital market will come under some sort of 
government control withm the next few years, though 
this IS more hkely to happen under a government of the 
left than of the nght, as part of a socialist scheme for the 
leorgamsation of mduatry It is not many years smce 
Mr G D H Cole, m. The Next Ten Yeai sin Biitish Social 
and Economic Policy, advocated the establishment of a 
Boaid of National Investment as a method of directing 
the capital resources of the country into channels which 
would yield the greatest social benefit The idea was not 
then new , it is frequently bemg revived , there is, mdeed, 
a distinct possibihty that withm the next few years an 
attempt will be made to give it some practical shape 
The motive of the idea is pubhc-spinted, and the Mac- 
millan Committee nghtly urged that “ it is aU-impoitant 
to the commumty that its savings should be invested m 
the most frmtful and generally useful enterprises ofifermg 
at home ” (para 386), but recommended that this object 
be sought by a development within the existing financial 
system Tlieie is httle doubt that the first method 
(orgamsing from above) might have bad after-effects m 
the dislocation of industry, while the second method 
(oigamsing from within) might lead natuiaUy to a closer 
co-operation of finance and industry through the gradual 
reform of the domestic capital market 

(54) If the banker is of the opmion that some change of 
the methods of home mvestment is desirable it is sug- 
gested that there are two alternative attitudes to be 
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adopted towaids the subject There is the attitude that 
the remedy does not he unth the banks, that the capital 
market is outside the sphere of sound banking in this 
country and that any organised particapation by the joint 
stock banks in mdustnal financin g might positively en- 
danger their position by causing adverse reaction in 
pubhc confidence and goodwill if the banking system were 
assailed by the difficulties of another industrial depression 
This may be called the “ negative ” attitude m which the 
banker faces the two possibihties (a) of another mvestment 
boom possibly succeeded by another financial crisis, 
(6) of some form of government control over investment m 
industry , regarding such contingencies with less appre- 
hension than he does the habihties attaching to a more 
intimate association with mdustry The alternative 
attitude, which may be called “ posilave ” can be stated 
thus — 


(do) The weaknesses m the present structure of the 
domestic capital market appear to be traceable mainly 
to the character of the emstmg issuing agents and it is 
clear that any decisive action taken for the improvement 
of the market must be directed towards the estabhsh- 
ment of issumg institutions exercismg much wider 
functions than hitherto and acknowledging gieater pubhc 
responsibihty Such institutions, moreover, should be 
desigMd to fom an mtegral part of our financial system 
as a wnole. workma m clnBo ii._ i. i . 


and throughit,mamtainmg contact witht^^J^^^ 

Ick ^ ^ ^ joint 

stock ba^ themselves, with their widely fiung branch 
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a deposit bank, Tvith the responsibilitieB of its immeiise 
short-term habihties, is for this reason alone precluded 
from a direct entry mto the long-term capital market It 
may, however, be possible for the bank to enter this field 
indirectly, m such a way as would completely segregate 
its mvestment business from its prmcipal ftyiatmg func- 
tions in the short-term credit system This segregation 
of functions could be achieved either by the formation 
of one or more subsidiary investment compames under 
its sole control, or by co-operation with other banks, 
either jomt stock banks or the leading private bankers, 
in the estabhshment of associated compames , this latter 
comse being the one suggested by the Macmillan Com- 
mittee (para 403 of the Eeport) 

(66) The former {“ negative ”) attitude obviouriy leads 
the practical banker nowhere In fact he prefers to 
stay where he is This inquiry can, however, only pro- 
ceed further on the assumption that the banker — ^with a 
sufficiently large number of his colleagues — ^has adopted 
the “ positive ” attitude which has just been adumbrated 
and IS now contemplating its practical imphcations The 
choice between one attitude and another, between one 
policy and another, does not, indeed, he with the theorist 
of bankmg , who, when he travels, as he sometimes must, 
beyond the safe confines of cnticism to the imagination of 
a pohcy must proceed largely by faith m a hypothetical 
bank or banker, while treading the dangerous ground as 
wanly as possible Without further apology, then, the 
wnter will consider very broadly, in the final stage of this 
inquiry, tentative proposals for the partioipation by the 
joint stock banks m the market for supplymg long-penod 
capital to Bntiflh mdustry 



V 


The New Bakkikg ^ 


(67) Until the financial events of 1929-1931 provided 
incontrovertible proof of the great strength of the British 
banking system and for a tune effectually disarmed its 
less nnderstandmg cntics, it had been fashionable for 
some years to compare the methods of Bntish bankmg, 
particularly m its relations with mdustry, unfavourably 
with those of (usually) German bankmg, on the ground 
that, while the former favoured the commercial com- 
mumty at the expense of mdustry by restnctmg loan 
pohoy to short-term advances agamst security, the Ger- 
man banks made it then special bnsmess to promote 
German mdustnal development by takmg an active part 
m the provision of long-penod capital Such cntieism 
18 unimportant, smce it is based upon dangerous half- 
tmths but it 18 typical of a common method of approach 
to the problems of mdustnal finance m this country which 
18 apt to be very mwiBndiTig 


(58) Reference has already been made (para 4) to 
economic conditions which were pecuhar to the early 
growth of Enghsh mdustry This and other wide difer- 
ences of histoiical ongm largely vitiate the cnticasms of 
oui bankmg sj-stem which are based upon superficia] 
oompansons with for instance, the credit-banks of Ger- 

Th^ IS mwh of practical value for the Enghsh baiSr 

0 . 
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relationship between the banks and the capital market 
in different countries Superficial comparisons are especi- 
ally dangerous here, for the character of that relationship 
is fundamental to each financial system and cannot he 
studied apart from the system as a whole 

(69) Every financial system has its general problem of 
the capital market, which is to supply a stock of money 
and facilitate the transfer of capital by methods which 
shall ensure the direction of capital towards the points 
of highest net yield , hut such a general statement as 
this has very little practical meaning by itsdf The same 
problem has presented itself m one way m England, m a 
different way m Germany, and again m a different way 
in Amenca In each case the solution must be conditioned 
by a different set of social and economic circumstances 
and a different legal system This is to say that even the 
ideal solution (if there is one) must vary with the particu- 
lar conditions of each country , and, it must be added, 
may vary in the same country at different times 

(60) The conclusions of this discussion and the possi- 
bihties of future development which are suggested do 
not, therefore, apply to some ideal composDite system con- 
taimng all the best features of English and foreign practice 
They are mtended to apply to that actual system which is 
censed in the City of London References must never- 
theless be made to banking methods m the two oountnes, 
Germany and Amenca, where an advanced bankmg sys- 
tem IS — or has been — ^very closely alhed with mdustry 
through the capital market At the end of this essay will 
be found a list of reference works from which the necessary 
information has been drawn 

(61) In an earher paragraph, it has been said that the 
banker is willing to institute any new service which can be 
operated withm the already wide hmits of the system 
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Some of the services already givea by a bank are now so 
thoroughly established as to be an mdi^ensable part of 
the b n-nb ’a busmess The purchase and sale of secunties 
on behalf of customers the safe custody of secunties and 
valuables, the collection of coupons and dividends and 
all the related busmess of the seounfy department, the 
provision of traveUers’ cheques and letters of credit — 
these are part of the veil estabhshed daily practice of 
every moderate-size branch of every jomt stock bank 
They can, however hardly be mcluded among the essential 
functions of a bank, though there is little doubt that on 
the whole they oontnbute a not mconsidmrable part of 
its profits Many other useful services which need not be 


enumerated are undertaken by the bank for the anTre of 
the goodwill which they help to promote between the bniiV 
and its customers This class of service may involve 
considerahle expense to the bank but, on the other biiTid ^ 
may make connections which wiU eventually be valuable 
There are, of course, limits to the eartent to which the b»nlr 


can mdulge m this kmd of speculation , yet once it has 
committed itself to an mtamsically unprofitable service, 
subsequent withdrawal of that facility— which customers 
may have learnt to regard as a nght— may be pracbcaUy 
impossible Under the present regime of cheap money, 
rt IS, however, natural and desirable that the bank should 
try to review its expenses upon unremunerative services 
and at the same time look out for new services of a mor^ 

Amongthelattermaybementioned 

Wo subsidiary departments which m recent years have 
d ^ f importance they are the mcome-tax 
epartment and the trustee department In both oases 

fortunate position, in that it is 
of contmuous contact with the financaal aZrs 

ssSSSSSH 
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and honourably observed The pre-enunent fitness of 
the bank to undertake trusteeships and executorships is 
now well recognised, and there is evidence which suggests 
that this department is attaimng first-class importance 

(62) The foregoing considerations perhaps tend to suggest 
that the subsidiary functions of the joint stock bank may 
gam m importance m the future, under the stimuh of 
low money rates, a healthy competition and (one may per- 
haps be permitted to hope) a prudent revival of the 
erdi eprenew spirit m banking It does not seem possible 
that bankers can willingly turn their backs upon any 
opportumly for profitable development which is not 
mconsistent with the indisputable requirements of sound 
Enghsh bankmg The following brief suggestions have 
been framed on the hypothesis that such an opportumty 
exists m the domestic capital market, which provides a 
practically new field for the jomt stock banks which it 
may nevertheless be found practicable for them to enter, 
under safeguards which appear feasible, with benefit 
to their own mterests as well as those of Entish mdustr^’^ 
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(63) In paiagrapb 35 it was noted that the MacmiUan 
Repoit recommended that the ]omt stock banks should 
co-opeiate to form one or moie issuing institutions 
somewhat on the hues of the Bankers Industnal Develop- 
ment Companj'^ The wnter would not favour this course 
8impl3’^ for the reason that a concern which is, so to speak 
eveiybody’s busmess, may soon end by bemg nobody’s 
business The Bankers Industnal Development Company 
may have done much useful work bebmd the scenes 
but accoidmg to Mr Fmme, “ so far as the pubhc know, 
it has been actively concerned m three schemes, and these 
have been lationahsation schemes No mdination has 
been given that it intends to enter the issuing market in 
any other way The company was formed in April 1930 

under the virtual control of the Bank of England, though 
practically all the }omt stock ban^ and issuing houses of 
importance participated m the capital of the company 
which was nominally £6 milhons It thus embodied an 
mpieoedented amount of “ co-operation " by the banks 
but foi vaiious reasons it does not appear that this com- 
pany could serve as a model for our present purpose 


Report proposed they should take together 

* Underwriting (Band 
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cal ” problems of foim and oigamsation on its own Imes, 
in ways most smted to its individual constitution No 
positive reason was advanced in the Macmillan Beport 
for the co-operative type of undertaking , and it is be- 
heved that ^e balance of advantage can be shown to be 
on the side of individual action It is likely that any 
decisive action would be unnecessanly delayed, both m 
the early formative stages and m subsequent operations, 
by the ngid and unwieldy type of organisation which must 
result if all the banks were to ]om togethei m a permanent 
jomt stock company The formation of such a company 
might require endless negotiation and, once formed, it 
would lack the mcentive to success which springs from 
loyalty to a aiugl e parent institution It would be corres- 
pondingly difficult for the bank to fed much pride m, or 
dnim any credit for, an ofEspnng m which it had only a 
mmor share 


(66) It may be argued m support of the " permanent 
co-operative ” scheme that (o) it would enormously reduce 
the nek of loss to any one bank , (6) it would enable the 
company to start with a much larger capital than any one 
bank would care to mvest in a subsidiary , (c) it would 
inspire greater confidence among the pubho , (d) it would 
remove the possibibty of competition m a field where 
competition might be dangerous , (e) it would absolve the 
mdividual bank from special blame in the event of one of 
the company’s issues meeting afterwards with misfortune 

(66) The foUowmg considerations may be opposed to 
these arguments (a) The nsk of loss would certamly 
have to be spread m certam large transactions, but such 
provision could be made equally wdl by a group, on the 
hues of the German Eonamiium or Amencan Under- 
wnting Chmp of banks or investment banks bound to- 
gethei by a temporaiy arrangement for the purpose a 
sm^e capital issue, the group bemg liqmdated after a 
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oerfcam specified penod (&) An immense capital might 
look very impressive (this is not m itself an unimportant 
consideration), but vould probably be unnecessaiy for the 
ordinary operations of the company, and would at once 
make it very difficult for the company to earn reasonable 
dividends The issuing of secunties need not of itself 
involve the locking up of very laige sums for any consider- 
able length of time, wlide such direct accommodation as 
did become necessary might for short periods, be financed 
by bank loans, or, for longer periods, by the issue of the 
company’s own short-term notes (see para 34 Recom- 
mendations of the Macmillan Committee) These and 
similar measures appear to be quite within the reach of a 
company of the subsidiary type with a moderate capital 
of from one to two nulhons (c) The question of pubhc 
confidence m an issuing company is one of great impor- 
tance It has already been suggested that mvestors might 
be protected to a greater extent than they are at present 
if they could be taught to look for the name of a lespon- 
SLba issuing institution when scannmg a prospectus or 
other mvitation to subscnbe capital This would mean 
a change of ^bit which it might take some time to bnng 


years experience 

of a new re^e m the domestic capital maiket field 

is so wide that there is ample room for several first-class 

expect horn Rnnri^i, reasonable to 

A certam d^J ^significant 

from a healthv activity aKS probably result 
. sivity, and nee versa It is extremely 
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unlikely that English bankeis, even in a period of great 
investment activity, would run not in the new-issue 
market as Amencan bankers certainly did in 1928 and 
1929 In fact, this is one of several respects m which an 
almost morbid dwelling upon the unfortunate experiences 
of foreign countries may raise in us absurdly dispropor- 
tionate fears and excessive scruples as to the possible 
results of perfectly justifiable expenments in this country 
That IS why it has been suggested that although a study 
of foreign banking systems has its uses, it also has its 
pitfalls A system which is m itself good or at least harm- 
less in most respects may become hopelessly discredited 
through defects, not of its intiinsic logic, but of personal 
ability, honesty or prudence in a few of its administrators 
(e) On the other hand, the possibility that some blame 
might fall upon the issmng company if any of the secunties 
which it had issued eventually came to gnef cannot be 
hghtly dismissed, and it seems hkely that the bank 
subaiiary acting on its own would be more vulnerable 
in this respect The ultimate safeguard, irrespective of 
the protection afforded by the consortium arrangement, 
must he in the fullest mvestigation of every proposition 
before it is made public, followed by a contmuous watch 
over the security This admittedly onerous obligation is 
not too heavy a pnce to pay for public confidence and 
goodwill, though it would certainly involve the issmng 
company, or its parent bank, in the maintenance of a 
costly economic advisory and research department 

(67) The foregomg arguments obviously raise questions 
of fai-reaching importance, some of which will have to 
be shghtly enlaiged upon in later paragraphs In so far 
as such questions concern matters of admimstrative and 
techmcal detail, they cannot be dealt with m this very 
bioad outhne of the mam possibihties of a further exten- 
sion of the functions of a joint stock hank in the capital 
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market It has been suggested, it is hoped without undue 
bias, that the bank, since it obviously could not enter that 
held itself, should do so by means of forming a subsidiaiy 
company m preference to co-operating m the formation 
of a more or less independent company in which most, 
or aU, of the other ]omt stock banks, to say nothing of the 
big pnvate banks would participate It is suggested 
that this subsidiary, which foi the sake of convemence will 
nou be called ‘ the Company,” should be registered as a 
private hmited company, the bank controlling all the share 
capital which should be not less than one milhon and not 
moie than two miUion pounds 
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The OPEHA.TI01TS OE the CiOMPAHy, ITS Okoanisation 
AND PbBSONHEL 

(68) It IS clear that the Company, once formed, cannot 
possibly commence full-scale operations forthwith It 
IB only necessary to hear in mind the economic position 
of the Company, midway between the mdustnal system 
and the souices of new capital The basis of the Com- 
pany’s operations must be the gradual building-up of its 
co-ordinating and mteUigence departments, and this 
process would probably take several years to reach a really 
satisfactory stage For this reason it would perhaps be 
advisable for the prehminary stages of the Company’s 
career to be accomplished without the tmhelpfol influence 
of immoderate pubhaty There is a tendency nowadays 
for innocent cntics of our banking system to regard the 
participation of the banks m mdustnal flnance as being 
almost m the nature of a panacea for the mdustnal 
situation , and there is a distmct danger that if the Com- 
pany’s formation were staged with too much pubhaty 
the exaggerated hopes which would be aroused might 
suffer an early disappomtment which would react unfor- 
tunatdy upon pubhc goodwill It may well be advisable 
foi the banks to show a broad vision and a wise courage 
m formulatmg some such schemes as are here adumbrated, 
but it would be equally desirable that they should not try 
to reahse any large pretensionB m the experimental penod 

(69) The foundation of successful working m the capital 
market must be an expert persoimel and an accumulated 
fund of knowledge and expenence To this end, while the 
administration of the Company would, doubtless, be 

W 
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dia^sn from the paient bank ^ would haidly be ad^able 

ioi the executiTC officers and the staff to be drawn ex- 
dWy from the same' source The members of an 
econonuo mteUigence department, for instance shoul 
un^ueBtionably be men posses^ the speml 
tii necessary for the “ive8^a.tion of ^ prop^ate 
submitted to the Company The abih^ to cope ^ 
statistical material to reduce such data to an mteUigiUe 
form from which rehable conclusions may be draira, 
depends primarily upon advanced tiaming and secondly 
uponpiacticalexpenence The personnel of the Company 
should mdude qualified accountants, familiar with mdim- 
f.rtal busmess, and a sohcitors’ department possessing wide 
expenence m company and city practice No doubt tiie 
Company would be obhged for a time to secure the assist- 
ance of mdependent experts, until it built up a thoroughly 
competent staff of its own, hut it should almost certainly 
be the pohoy of the Company to make iteelf as independent 
as possible of outside consultants, except when dealing 
with exceptional problems Only in this way could the 
Company acquire that body of co-ordmated knowledge 
and accumulated e:q)enence essential to a sound pohcy 


(70) The Company would probably find it necessary in 
addition to ite city headquarters to have branches m two 
or three of the most important industnal centres The 
number of such branches could be increased as the Com- 
pany B busmess expanded, their purpose being the main- 
tenance of fnendly relations with important industrial 
customers of the parent bank Through these branches 
the Company could collect information and, if necessary, 
collaborate wrth the local branches of the bank in advising 
customers on financial matters By tins means valuable 
busmess might be secured by the Company In any case, 
It diould always work m collaboration with the bank, to 
then mutual advantage , and it should not be difficult, 
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given the mtegnty of purpose whioh characterises English 
banking, to disabuse pubhc opinion of any suspicion, for 
instance, that the bank was unfairly using its subsidiary 
to secure the repayment of its frozen advances by obtam- 
ing new capital from the pubhc on behalf of its embar- 
rassed debtors This and other kindred aspersions, if 
they did ever anse, could easily be met by the Company’s 
pubhshmg at regular intervals — say, quarterly — as frank 
and full an account of its operations as might be possible 

(71) The highest officials of the Company should from 
tune to time make a tour of the bank’s important mdus- 
tnal customers It would probably be found that, with 
the fnendly assistance of the bank’s branch managers, 
such visits would come to be looked upon by customers as 
providing opportumties for useful consultation 

(72) The Company’s economic research department 
should be at the disposal of every customer of the bank, 
though a charge would have to be made for its services 
Research, m the financial as m every other field, is noton- 
ously costly, as the experience of American banks has 
shown , though there the statistical department is said to 
be considered valuable for the goodwdl it creates There 
IS, however, good reason why the research department 
should be regarded, not as an expensive luxury, but as 
the veiy core of the Company’s activities 

(73) The mam operations of the Company would no 
doubt include all those functions which are summarised 
m paragraph 399 of the Macmillan Report Their techm- 
cal nature, however, prohibits any speculation on the 
innumerable detailed considerations which would only 
emerge m practice Broadly speaking, it can be said 
that the prmcipal function of the Company would be the 
issuing of secunties to the pubhc, and in this connection 
we may perhaps venture upon the foUowmg considerations 
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The tn 0 methods of issuing seounties, (i) 
public Bubflcnpt^. ( on ti» Stock 

““tSli^rimctliodbon,* 

(75) This IS the pomt at ^hich a bmf t^renee to the 
siiems operatmg m the United States of Ammoa and 
Germany may he appropnate In Ameanca, the nsnal 
IS foi the “ ongmating > fim (or investment 
bank) to contract for the purchase ontnght of an ento 
issue of stock or bonds It may then form an ^der- 

wnting group ” of, say, eight of the strongest 
banks mth vrboh it is m fnendly relations The ne:rt 
step IS probably the formation of a “ banking group 
consisting of, say, seventy or eighty mvestment banks 
spread over the entire country IWlly a “ selling 
group,” running perhaps mto several hnndreds, is arranged 
by the ongmating house, and it is the selling group ■which 
has to dispose of the seounties to the pubhc The com- 
plete orgamsation is managed by the ongmating house 
uluch fixes the pnce at which the secunty is to he offered 
to the pubhc the form and date of the advertisement, 
the date of issue— which is, of course, the same throughout 
the country— the selling commission and the prop^on 
of this commission whic^ may be allowed by members of 
the aelhng group to recognised dealers, banks, brokers or 


insurance compames The pnce of the secunty increases 
by small additions as it issues from the ongmatmg house 
and passes from group to gioup, the selling group finally 
paymg the same pnce as the pubhc and being remunerated 
by a commission of, say, two per cent , payable as soon as 
possible after the olosmg of the accounts between the 
groups The life of the groups may he fixed at two 
months, or may be extended if necessary The roinia r rorf , 
reserve to themsdves the nght not only to fix the famig of 
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the issue but also to take any necessary steps, m associa- 
tion mth the banking group, to support the security in 
the market in vanous ways which need not be discussed 
here It is hardly necessary to remmd the reader that 
there are many variations of detail m the organisation and 
carrymg through of a large pubhc issue , but, up to the 
cnsis which at length produced the restnctive legislation 
of 1933 and onwards, American methods seemed to be 
setthng into fairly defimte hues chairs m Investment 
Banking were, mdeed, founded m the umversities and the 
subject came m a remarkably short time to be regarded 
as a “ science,” to which much painstaking research and 
several heavy volumes were devoted It was not until 

1928 that the idea of active participation m the capital 
market by means of subsidiary companies spread really 
rapidly among the commercial banks of America La 

1929 nearly every large urban commercial bank had one 
or several such subsidianes, “ wholesale ” or “ retail,” 
with an army of salesmen The Banking Act of 1933, 
expressing the funous detemunation of the Amencan 
people to clean up the banks, ruthlessly suppressed all the 
mvestment side of their activities An imposmg structure 
was instantly — and, it may one day be thought, too 
rashly — demohshed 

(76) For an analysis of that structure, its strength and 
its weakness, the reader might well turn to Dr B W 
Goldschmidt’s The Changing Structure of Amencan 
Banking The impression left on his mmd by that cntical 
account will probably be that the organisation of the 
cap tal market and the temper and tradition of bankmg m 
America are so widely different from Enghsh ideas and 
institutions as to be almost meanui^ess for us as either 
an example or a warning But in at least one respect an 
Enghsh bank facing the difficulties inherent m any more 
active paorticipation m the domestic capital market might. 
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it IS lespectfullj- suggested leam something from Amenca 
There the highest importance has been attached to accu- 
rate statistical research into conditions in mdustrj* and m 
individual compames As the Macmillan Report re- 
nunded us, “A leally big Ameiican bank, for instance, 
Mould have a large department engaged m studying par- 
ticulai industiies and the compames engaged in it, m 
keeping a close touch uith developments and m bemg 
ready to provide any information required ” In fact 
research departments, generally regarded in this country 
as an ideal, perhaps of questionable commercial value and 
certainly very expensive, have for some years been recog- 
msed as an indispensable adjunct of American bankmg 
and mvestment There need be no doubt that mdustry 
and the investor have benefited by this accumulated 
fund of expert knowledge of financial and mdustnal con- 
ditions at the disposal of the banks 

(77) In Germany, agam, the relations between finance 
and mdustry have difiered widely torn those which are 
traditional m Ei^land Company promotion has always 
been one of the most important functions of the gieat 
German jomt stock banks, especially dunng the last 
ccnturj' nhen they were most active in this direction 
The extraordmanly rapid nse of German mdustry and 
foreign trade would have been an impossibihty without 
the financial assistance of the jomt stock banks, for Ger- 
many was far from bemg a wealthy country Privately 
owned capital was scarce and m their early career the 
banks M'eie often obhged to look up part of their own 
capital for extended periods Permanent participation 
m mdustnal concerns, however, has never wiUmgly been 
the pohcy of the Gierman banks their function m the 
capital market has generally been that of Tmddiftmim 
though veiy active and enterpiismg middlemen As 
they grew m importance so their functions became more 
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vaned, includmg such as m this country are performed 
by specialised agents hke company promoters, issuing 
houses, undenvriters, discounting and acceptance houses 
and stockbrokers The banks also, of course, undertook 
aU the ordinary business, as we know it, of a deposit 
bank , and as their deposits grew and the financial organ- 
isation of the country developed to matunty, their 
“ promoting ” function began to take a more subordinate 
place The majority of important capital issues are stiU, 
however, made by or with the assistance of the banks, 
actmg smgly or, for the largest issues, m EonsorUen which 
aie m many ways smular to the American “ groups ” 
But the important feature, requirmg immediate emphasis, 
of the relakonship between the German joint stock banks 
and the capitalmarket is that it is direct unhke the Amen- 
can commercial banks which estabhshed subsidiary or 
sub-subsidiary Securities Cbmpames for the purpose, the 
German banks combined in themselves the functions of 
an issmng house and of a deposit bank That they were 
able to do so was due, partly, to the absence of prohibitive 
laws, but mainly to the possession of capital resources of 
their own much larger in proportion to their banking 
habihties than we find m En^h bankmg at the present 
time It should be added that, where there has been a 
nak m locking up an excessive proportion of their own 
resources, the banks have sometimes avoided it by con- 
tributing to the formation of special financial companies 
in collaboration with the industnahsts 

(78) The taking up of entire capital issues — the common 
practice of the issuing agent alike in Germany and 
Amenca — clearly reqmres a capital far m excess of any- 
thmg which could find contmuous remunerative employ- 
ment m this country but we have suggested that the 
typical English method of raismg capital by mvitmg pubhc 
subscnption to a new secunty renders a very large capital 
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unnecessaiy for the ordinary operations of an issmiig 
house On the other hand, there might be a considerable 
savmg of the " prehnunary eicpenses, usually dispropor- 
tionately large on smaller issues if these could be pur- 
chased outright in the first place by the Company and 
subsequently offered to the pubhc through the Stock 
Exchange The method is somewhat speculative and 
from the investor’s point of view appears at present to 
be open to the objection that, in pmchasmg such a security 
immediately dealing is pernutted, neither he nor the Stock 
Exchange dealer can always be certam that its opemng 
pnce IS truly representative of its market value In 
Germany, according to Mr P Barrett Whale the Bourse 
authorities must be informed beforehand of the price at 
which “ introduced ” shares are to be first offered, and it 
seems likely that some similar rulmg by the London Stock 
Exchange is desirable for the protection of the ordmary 
investor from abuses of this otherwise adnmable method 
of makmg an issue of small oi moderate size Where, 
however, the intermediary instead of bemg possibly an 
irresponsible syndicate oi obscure company was a first- 
class issmng institution (or group of siTTul ar institutions} 
of the kmd ue have endeavoured to outhne the mvestor 
uould have all the assurance he needed that the “ mtro- 
duced ’ security had been subjected to the same exhaus- 
tive exammation as any seounly issued by the Company 
through pubhc prospectus (a safeguard especially valuable 
when apphed to new enterprises) It would piobablj' 
be a useful reform if the Company could state m its adver- 
tisement the pnce at which it mtended to offer the secunty 
for sale It could then covei itself against the possibihly 
of loss by the formation of an underwntmg group to last 
for a period judged sufficient to enable the market to 
absorb the whole of the issue 

(79) Probably, however, tiie majority of the Company’s 
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issues would be made by prospectus, this method avoiding 
the considerable nsk which the Company might run m 
lockmg up its own resources in a large issue , and bemg, 
moreover, more smted in this country to the makmg of 
that wide pubhc appeal which is usually essential for a 
good market m the security 

(80) While the Company must be able to look to its 
parent bank for the temporary advances which might from 
time to time be necessary to enable it to provide accom- 
modation m anticipation of an issue, the bank’s habihty 
in this respect should be clearly laid down To obviate 
any pubhc misgiving on this score the amotmt of any 
advances to the subsidiary could be disclosed m the 
pubhshed accoimts of the bank There is, of course, 
no reason why the Company should not allot a moderate 
proportion of its own resources to such an object as the 
financing of long contracts by Bntish compames This 
IS a development of our financial system on the need for 
which the Macmillan Beport laid great stress (para 396) 

(81) As between new or estabhshed enterprises, the 
Company need not have any melastic prmciples Every 
proposal put before the Company, commg from whatever 
source, would have to be debated on its own ments , but 
it IS precisely m connection with new enterprises that the 
Company’s authority would be of the greatest benefit 
to the pubhc 

(82) The hazards and rewards of new enterpnse assume 
a somewhat different complexion as ownership and control 
m mdustiy become more completely separated Neither 
the mvestor who only mvests, without seeking any further 
responsibihty for the direction of the concern, nor the 
entrepreneui who ventures mainly other people’s money 
seems to be morally deservmg of Ihe same reward that 
might fairly have been claimed m the old days by the 
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entiepeneur who ventured mainly his own capital On 
the other hand, if the investor is bound, by the nature of 
modem capitalism, to be deprived of any but the most 
lemote and mdixect control of the concern of which he 
maj’’ as shaieholder be the part owner, he is perhaps en- 
titled, as compensation for that loss of personal control, 
to the assurance of some supervision of the concern by a 
powerful, interested body, with mterests more or less the 
anmfi as his own In the case of established securities 
he may reap the benefit of such supervision as is exercised 
by the mvestment trasts, insurance compames bond- 
holdeis’ and shareholders’ associations and so on , but m 
the case of new industrial securities we have suggested 
that the only protection of much value to the average 
mvestoi would be that afforded by the prelimmary investi- 
gation made by the research department of an issumg 
house with an acknowledged reputation So much for 
the argument from the pomt of view of the average 
investor From the Company’s pomt of view, it may 
simply be said that the Company would be closing the 
door on an important avenue of remunerative pubhc 
service if it fought shy of new enterprises, though 
admittedly, they would make thorough mvestigation 
and sound judgment on the part of the Company all the 
more essential 

(83) FmaUy, we may suggest that aU the operations of 
the Company must be largely governed by the ordinary 
practice of the City and by the consec[uent necessity for 
co-operation, and the mamtenance of fnendly relations, 
inth all the important institutions of the City, perhaps 
above aU with the central bank From the social pomt 
of new it IS obviously desirable that the nation’s savings 
should be put to the most productive uses and if this 
clear necessity does not pomt towards State control of 
the capital market, the alternative solution can only 
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lie in the growth of some degree of self government within 
the market This may sound a tall order to the practical 
man, be he banker or broker, who happens to find himself 
involved in a responsible way m mdustnal finance as at 
present conducted It is a condition which, we have 
concluded, can be met only by an elastic co-ordmation 
of issuing institutions acknowledging their pubhc respon- 
sibihly A similar state of affairs has long existed in 
the short-term market — an example which might well 
supply the inspiration a practical man usually needs before 
he will consent to a change m his business habits But 
it IS important to remember that co-ordmation m the 
short-term system has always been accompanied by 
cxmitol by the Bank of England It therefore seems likely 
that the complete rationalisation of home investment 
would likewise depend upon the consent of the Bank to 
act as a kmd of general overseer of mdustnal issues In 
normal times the Bank has exercised a general power of 
supervision over the issue of foreign loans m London, 
owmg to its close relations with the merchant-bankmg 
houses which conducted such issues Unless, therefore, 
the Treasury (or some new State department) is to assume 
in the future the same power of veto m the entire domestic 
capital market as it exercises at present over mumcipal 
and foreign investment, it seems that the proper repository 
of such authonty would be the Bank of England Ih this 
way, moreover, the relations between the market and the 
credit system would be considerably strengthened at the 
centre Much, therefoie, might depend upon the attitude 
of the Bank of England towards some such development 
of the banking system as has been outlmed here Any 
conjecture on the point would be dangerous, yet there 
does not appear at present to be any evidence to suggest 
that this attitude would be other than friendly 
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(84) The nature of our present discontents is so varied 
that most economists despair of ever findin g any compre- 
hensive and workable plan for that general recovery for 
■which our nation has been s i ghing so long Bankers 
hovevei are not economists m the professional sense of 
that word It is sometimes said to be a source of strength 
in men of action that they are not always acutely aware 
of all the dangers waiting round the comer It is perhaps 
open to aigument whether the banker should be considered 
a man of action , but if the sole test of acute awareness of 
danger were apphed, the result would probably appear 
to some of his cntics to show that he is not His apolo- 
gists at least equally numerous would say that the 
banker’s mam busmess is to look after other people’s 
money, and that m view of this tremendous ■trust he is 
justified in guardmg against every imagmable risk 
includmg those which actually exist and others which 
may not However this may be, a body of responsible 
opimon 18 looking to the great ]omt stock banks of the 
country to give a lead m one of the urgent problems 
of the day which is to secure the most effectual organisa- 
tion of the capital market for the benefit of Bntish 
industry A very great deal, perhaps more than is gener- 
aUy reahsed may depend upon the bankers attitude 
to this ^blem and the extent to which he is able to con- 
tiibute towards its solution 
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